
lICI CODtlDtion ­
(Page 30)

"'ROD" -

-If one w.r. to includ. SFAS 106 costs through exog.nous
tr.ac-.nt, the rev.nues resulting from the incr.ase in the
pric. cap index to account for th.se costs would also
incr.as. .ach y.ar by the GNP-PI, as adjust.d for the
productivity factor. Th. problem 1s that SFAS 106 costs
have alr.ady b••n adjust.d for future inflation...Therefor.,
the impact of .edica1 care cost inflation has alr.ady been
count.d. M such the amount off.r.d by the LEC' s has b••n
inflated to r.flect future m.dical costs. To include th••e
costs again within the price cap formula through .xogenous
tr.ataent, and tr.at th•• by the full amount of GNP-PI which
h.. medical inflation emb.dded as w.l1 is tantamount to
doub1. counting the ••dical car. inflation rat•. -

Thi. contention is virtually identical to the s.cond

-sourc.- of doub1. counting outlined by AT&T on page 7 of

its filing with the Co_ission. lather than r.p.at our

r.spons. to that contention, w. would just point out that,

like AT&T, MCI ..... to have fai1.d to grasp the point that

the LECs ar. not a.king for .xog.nous tr.atm.nt on the SFAS

106 .xp.na., rath.r th.y ar. a.king for .xog.nous tr.ataent

on that portion of the incr.a.. in .XP.ns. due to the

aandat.d accounting chang., which will not already b.

r.fl.ct.d in GNP-PI incr.as.s CAUS.d by that accountinC

chanc"
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B. Ayoidanc, of Doubl. Coupt

Two respondents suggest.d ·b.tt.r· ways of determining the extent of the double

count probl'lI, and th.r.for. ·b.tt.r· ways of determining the appropriate portion

of SFAS 106 costs that should qualify for exogenous treatment.

AT&T Cggt.ntigg ­
(pp. 13 - 14)

"'POD" -

• ....Th. COllllission should r.quir. the LEC's to use an
alt.rnativ. that i. both a simpl.r and 1I0re r.liabl. lI.ans
for corr.cting the double count. AT&T suggests that the
appropriate method for r'lI9ving the double count b.tw••n the
SFAS 106 accrual and the GNP-PI t.rm in the pric. cap
formula is to r.llov. the impact of .xp.ct.d chang.s in GNP­
PI froll the SFAS 106 accrual. This can b. accomplished in
a straightforward mann.r by r.quiring the LEC's to subtract
the .xp.ct.d rat. of chang. of GNP-PI froll the h.alth car.
inflation cOllpon.nt in the SFAS 106 accrual. Th. COIlll18sion
should sp.cify the changes in GNP-PI ov.r the SFAS 106
for.cast p.riod. Current .stimat.s is (sic) that GNP-PI
will incr.as. approximat.ly 4, ov.r the long term.·

That AT&T .hould sUII.st such an illogical and .rron.ous

"solution" to the double count probl'lI is indicativ. of a

failure to uncler.tand the true source of any pot.ntial

double counting. .. d18cuss.d .arli.r, pot.ntial double

counting 18 not r.lat.d to the fact that SFAS 106 costs are

calculat.d by discounting future lI.dical inflation back to

the pr.s.nt. .. d18cuss.d on page 2 of this aat.ri.l,

double counting will only aris. to the ext.nt that the

iner....d co.ts compani.s will b.ar, as a r.sult of the

chang. in accounting Jaethod r.quir.d by SFAS 106, will also

caus. an iner.a•• in GNP-PI.

Th. fact that the AT&T ".olution" do.s not addr.ss the true

sourc. of pot.ntial double counting is illustrat.d in the

following .xampl., wh.r. the AT&T solution 18 shown to

produc. an identical .xog.nous adjustlltnt in two factually

diff.r.nt circUIIStanc.s, wh.re logic would dictat. diff.rent

.xog.nous adjustments be applied.
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In the second footnote on page 13 of its fiUng, AT&T

eatiaatea that its "solution" of allowing exogenous

treatment for SFAS 106 accruals, calculated using a medical

trend rate 4' lower than the actual rate used by the LECs

for their financial statements, might result in

approximately 55' of a given LEC's actual SFAS 106 accrual

being afforded exogenous treatment. Now let us consider two

hypothetical scenarios:

(1) Every U.S. fim, LECs and non-LECs alike, have

identical demographic makeups and provide identical

retiree medical benefits. Thus, in this case,

presumably every U.s. fim would experience the same

increa.e in labor costs due to SFAS 106. In addition,

under this scenario, it is assumed that all labor cost

increases associated with SFAS 106 are completely

reflected in the GNP-PI, as companies raise their

prices to recover those costs.

(2) nte LECs are the mU.x firms subject to SFAS 106, and/or

the additional costs due to the adoption of SFAS 106

cost. are never reflected in the GNP-PI.

In the first scenario, it is obvious that the increased

labor costa due to SFAS 106 experienced by the LECs would be

fully and completely reflected in.the.GNP-PI (the Godwins

Report, of cour.e, dellOnstrate. that this hypothetical

situation does not exist), and thus no exogenous adjustment

would b. required. In fact, in this hypothetical scenario,

providing any exogenous adjustment would result in a

complete double count. Yet in this circumstance, the AT&T

approach of allowing recovery of SFAS 106 costs, calculated

using a lower trend rate (medical inflation minus 4'),

would, as noted above, result in allowing exogenous

treatment on 55' of SFAS 106 accrual•.
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Mel Copttptiop ­
(Page 31)

'''pon.e -

Conversely, under the se-eond scenario, the LECs should

r.c.ive an exogenous adjustment equal to 100' of their

increa••d costs due to SFAS 106, because the double count

problell silllply woulcin' t exist. Yet in this circumstance ..

well, the AT&T approach would allow an exogenous adjustment

for the s.... 55' of SFAS 106 accruals as before. This is

clearly an illogical result.

One can therefore se. that AT&T's .uggested approach to the

double count doe. not addre.. the specific factors that

affect the .xtent of double count, i.e.:

Diff.r.nc.s in plans b.twe.n the LECs and non-LECs

Diff.r.nc•• betwe.n the LECs and non-LECs which will give

rh. to different SFAS 106 co.t. (•. g.. demographic

diff.renc••) .

Proportion of increa••d aur.gat. labor co.t. due to SFAS

106, that in fact i. r.flect.d in GNP-PI.

Aa not.d. it i. pr.cisely the.e critical factors detail.d

above that are addr••••d cOlllpl.t.ly and cOlllpr.hensiv.ly in

the Godvins I..port.

-If.th. C~••ion do•• _decide to afford the.e LEC••xog.nous
treac.ant for SFAS 106 co.t•• thi. double counting must b.
eliainated. 'nih can be accolllpli.h.d either through the
raaoval of medical care inflation fro. the GNP-PI or through
the removal of medical care inflation fro. the SFAS 106
accrual•. -

While thh -solution- differ. slightly froll AT&T's suggested

-solution- (page. 13-14 of it. filing) in that MCI focuses

on the medical car. inflation cOlllpon.nt of GNP-PI.

conceptually it is very .1Jailar. and suffers froll the same
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fundaJlent.l flaws as the AT&T suggestion. As with AT&T, the

Mel suggestion simply doesn't address the source of any

potential double count. The double count does not arise

fro. the discount of future inflation, but 2Dlx from the

diff.r.ntial iDlpact of SFAS 106 on the LECs r.lative to

oth.rs, .nd the .xt.nt to which the pric. cap index will

.llow the LEC. to r.cov.r so•• of tho•• additional co.ts, a.

the macroecono.ic effects of the introduction of SFAS 106

.re refl.cted in the .conollY a. a whole. As with the AT&T

.olution, the MCI solution produc.. the s... exog.nous

.djustm.nt, whether in re.lity there is no double counting

(no non-LEC firm incurs SFAS 106 co.ts), or complete double

counting (all firms, including LEC., exp.ri.nce identical

incr••••• in co.t. due to SFAS 106, and the GNP-PI fully

ren.ct. tho.. incr••••d costs). Thi. is clearly an

illogic.l r ••ult.
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SICTIOR II -

'ISPOISE 'to OI.llCTIQRS llGAIJ)IRC ACroMIAL AlW,YSIS

A. Hethodology

There were three objections raised with respect to the basic methodology employed

in the actuarial analysis undertaken by Godwins.

AT&T. Cqp,tentiqp, ­
(pp. 11 -12)

Itspon.e •

• the stuc1y is flawed becaU8e the government sector is
not included. Although SFAS 106 does not affect the
accounting practices of the government, growth in retirellent
health care costs for the government sector of the economy
will affect the growth in GNP·PI becaU8e GNP·PI includes
govemaent SFAS 106·like OPU expense... If OPU·related
expenses of the government were included in the analyses,
the GNP·PI would be higher, and this would have the effect
of reducing the AIIOunt of the LEe's SFAS 106 expense
potentially eligible for exogenoU8 recovery.·

AT&T'. contention that the exclU8ion of the government

sector fro. the analysis results in an overstate.ent of the

AIIOunt of the LEes' SFAS 106 expense eligible for exogenous

treatment is completely invalid, becaU8e it is based on a

.isstate.ent of fact. The statement that ·the GNP·PI

include. govemaent SFAS 106·like OPU expense· is simply.
wroDI. Government entities are not subject to SFAS 106, nor

are they required by the Govemaent Accounting Standards

Board (GASB) to account for retiree ..dical benefits on

anything other than a ·pay·..·you·go· basis. It..u.t be

.-phasized that the critical issue is D2t what effect will

the increase in the ·pay-as-you·go· cost. of retiree medical

plans have on GNP· PI . (The GNP·PI will increase due to

increase. in ·pay·as·you·go· costs, regardle.s of whether

SFAS 106 ever beco... effective.) Rather, the critical

question is what effect will there be on GNP·PI, due to the

require.ent that prtyate .ector employer. chanle the way in

which thly account for retiree medical plans. A8 AT&T

·8·
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XCI COIltilDtiop ­
(Page 26)

lespOD·e -

itself concedes, government sector employers are not

required to change their accounting for retiree ..edical

plans, and therefore the fact that many governmental

entities sponsor such plans is not relevant to the analysis.

As a result, the Godwins Report considered the government

sector (see page 21 of the study), and correctly excluded it

fro. the covered population for the calculation of the

increase in labor costs experienced by fiI1ll8 subject to SFAS

106.

·The USTA study uses data froll only one insurance company to
arrive at the cost of ...dical claims for the calculation of
the nationwide aenefit Level Indicator.·

The inferred intent of the MCI comment is to suggest that

Godwins uaed ·data fro. only one insurance company· to co..

up with p.r capita cla1Jl cost., which were then us.d to

derive aggregate SFAS 106 co.ts for the u.s. as a whole.

MCI has clearly failed to appreciate the validity of the

data, and the l1Jlited use to which the insuranc. company

cla1Ju data was put. In particular,

(1) The insurance company used is. by any .....ur., one of.
the five largest Life and Health insurance carriers in

the United States.

(2) The data collected was for Iro.s medical cIai." not

-.aunts re1Jlbursed by company plans.

(3) The data was sufficiently extensive to ensure that no

statistical fluctuations (i.e .• sampling errors) would

materially affect the results.
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Ad Roc Coutention ­
(ETI)
(Page 21)

Response -

(4) 'The data was used to fol'll a frequency and amount

diatribution, against which actual plan provisioDf of

the LECs and the companies in the Godwins database were

applied, to evaluate the relatm benefit levels of the

TELCO plans compared to those provided by other

employers.

(5) Changes in the underlying distributions derived fro.

the insurance company data would n2t have had any

significant effects on the ulttaate result. 'This is

because the key results of the Godwins study were

related to the ratip of the GNP-BLI to TELCO-BLI, and

n2t to the absolute value of either.

-Finally, the Godwins Report ignores eb. u.ual unc.rt.inty
chat is .ssoci.t.d wieb .urv.y r.sults ....ur.d by c.lcul.t.d
stMJd.rd .rrors. U we discussed, Godwins utilized data
fro. a survey of 830 employers who sponsor poat-retirement
plana and 170 employers who do not. It ia a well accepted
fact that data fro. surveya are aubj ect to uncertainty which
ia usually .asured by the standard error.· However, these
standard errors are never taken into account in the
calculation of the Benefit Lavel Indicators (BLls). 'Thus
the data shown in the table on page 28 of the Godwins Report
uswaes that the standard deviation is zero. 'This is
obViously incorrect. Furthermore, there is no infol'llation
u to the variance or the standard deviation of the sample
data so that the sensitivity of the results can be analyzed.
Co.bined with the fatal errors discussed above, this shows
a report which wu designed to co.. to a particular
conclusion favorable to the LEC's.-

The - standard error- for the calculation of the average

Benefit Lavel Indicators wu not shown· because in this

cue, the effect of the - standard error- wa. dee.ed to be

1 Ad Hoc rec. 28 of tbe 00dwiaI Report. We .... dill tbey are referriDa to tbe table
IbowD OIl 16 of tbe report Iiace then ia DO table DOl' IDY ... appeuiDa OIl .... 28 of tbe
OodwiDIlleport.
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u.at.ri.l. Th. r.ason it- is illlll&teria1 is that the Godwins

data 18 not. ·surv.y· in the traditional ••ns. of the word

(i .•. , a ...11 sample from a large univers.); rather, it is

a data bas. comprising compani.s that employ approximately

one-half of all employees who work for companies that

provide post-retirement medical benefits.

How.v.r, in the interest of complet.n••s, we have included

in Appendix A the c.lcul.tion of the v.rianc. and standard

devi.tion, which are inh.r.nt in the calculation of the

.v.r.g' ILb ua.d in the R.port. Mean b. • ••n froll the

.xhibits, the standard devi.tion for the av.rag. pr.-65 ILl

18 .015, while the standard d.viation for the post-65 ILl is

a IIIr. .008. Had the av.rage ILls been one standard

devi.tion high.r than the valu.s actually us.d for ll2th the

pre-65 and the post-65 ILl, the r.l.tive impact of SFAS 106

on GNP compar.d to TELCO would have incr••••d fro. 28.3' to

29.1'. Given that the s.nsitivity analysis of the ov.rall

result utiliz.d • rang. for this value of 17.8' to 44.5', it

is quit. cl••r that the eff.ct of the ·standard error·

r.f.rred to by ITI is u.at.ri.l.
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I. Actuarial ".umptiop.

There wa. one objection rai••d r.garding the rea.onablene•• of the ...umptions

utilized in determining the ratio of GNP-ILI to TELCO-ILI.

Mel copttp,tiop ­
(Page 28)

FN 35

'··POP·· -

-Within the UITA .tudy, in it. flaw.d att.~t to ••tt.&te
r.lative b.nefit ratio l.vel., the consultant utiliz••
turnover rat.. that ar. ..rkedly lover than the average
turnDv.r rate. this re.ult. in inflated e.tt.&te. of the
OPD liability. Like lIO.t of the "I\~»tions us.d by UITA,
the grounds for this ar. unsupport.d. UlTA r ...rks that it
cho.. thi. ..tt.&t. becaus. of the hi.torical patterns of
long.r ••rvic. life ancl high.r average age for TELCO
e.ploy••• v.r.us oth.r e.ployee.. Unfortunately, the .tudydo.. not indicat. what t1ae fr... w.. used for this
co~ari.on, or wh.th.r the .xp.ri.nc. of the la.t f.w year.,
with the large aIIOunt of clovnsizing exhibited by the TELCO
firms, ha. b••n included.-

th.re appear to b. two cont.ntions ..de in KCI'. c~nt.

Fir.t, that the Goclvins .tudy did not us. the -average

turnover rate- for TELCO ancl .ecom, that even if the

average rat., b...d on -hi.torical patterns of longer

••rvic. life ancl high.r average ag.- w.r. us.d, such

turnover rate. would .till b. too low because of -the large

aIIOunt of clovnsizing exhibited by the TELCO finu.-

With r ••p.ct to the fir.t cont.ntion, the turnov.r rat••

us.d for TELCO (T-2) ... the av.rage of the rate. used by

the LIe. in th.ir lIO.t r.c.nt actuarial .tudie. (g.nerally

1990 or 1991). With r ••p.ct to the s.cond contention,

downsizing through Early htir••ent progr....hould not have

.ADX irlpact on ...\Dad turnover rat•• b.cause such turnov.r

rat•• ar. only utiliz.d for proj.cting future pre-r.tire.nt

withdrawal.. this .hould b. obvious .ince an individual is

no longer subj.ct to the turnov.r rat•• onc. that individual

b.co....ligibl. for r.tir...nt.

Furth.r, KCI ...... to have .isinterpr.t.d the state.ent made

-12-

____________________ cffodwins----



in the GodwiM R.port (page 48-FN 3) that.

·Supporting evidence for low incidence of turnover at

TELCO r.lative to national av.rage can be ••en by the

high.r average age and put ••rvice of TELCO employee.

r.1ative to average age and .ervice of national working

population.·

Th. point h.r. is not that th.re have b••n ·historical

patt.rIUI of longer s.rvic. life and high.r av.rag. age for

TELCO • .ploy•••• • but rath.r that the current age/.ervic.

characteri.tic. of TELCO (age - 41.6 / ••rvice - 16.6. as of

1/1/91) provide evidence of low turnover rate. (i. e. 1m!
turnpver rate. in the put produced the current deaographic

aakaup of the group). Rac.nt c:1cnmaizing could not have

contribut.d to producing th... ag./••rvic. charact.ri.tic.

becaua. r.c.nt staff r.ductiona aIIOng the LEe. were ~

accoap1ish.d through layoff. aIIOng the younger .hort-.ervic•

.-ploy••• prior to 1991.

Vhile the above conc.pt is w.ll known aaong profe••iona1

actuari••• we have p.rfor-ed .0.. additional analy.i. and

provided a aor. detailed .xp1anation b.10w. which should •

aake our point soaeWhat c1.arer.

The av.rag. ag. and ••rvic. of an • .p10y.. group i. not a

.t.pl. f\mCtion of withdrawal rat... but higher withdrawal

will g.nerally puah down av.rage•. J

2 1"be fIICt tbat die avena- ... of • popn1etima wiD mer.. ifaxtality nteI are~ iI obvious.
It ca abo be IbowD tbat .1imiIar effect occun ia. compIDy'. ·pcp,let:ioo·. All employee poap
.... aita froID .... rear-&. .. tlmi..... wbicIl aita CCJIIeIPODd to mortality ia die .....
pnpulet:ioo. Papul.tjm pvwtb. die puwda ofdie finD. ad dlelCOllOlDic cycle III affect die~
..avenp...of............ wbich ...........CCJIIeIPODd to birtba ill die....popnlltjma.
SiDce tile caJc"I,'iou for TELCO were baed ma "., IIqe employ. poupe. tile vuiaticmI in
JI'OW'b of m- c:aDDOt hide die effect of witbdrawala.
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Calculations were performed to test the hypothesis that the

-T, / T2- choice of withdrawal table. was consistent with the

observed differentials between average age and average

service of TELCO compared to the nation as a whole. With

hire age and retirement age as parameters for calculating

the average age and average service of stationary

populations resulting from T2 , T" and Tto based upon all

retirements at a given retirement age and all hires at a

given hire age, the table in Appendix B clearly indicate.

difference. that are not only consistent with the results

.hown in the Goclwins aeport, but in fact suggest that the

differences in turnover rate. between TELCO and the rest of

the U.S. working population may be even greater than T-2

versus T-6.

For exaaple, if one were to look at a cOllpany that hire. new

ellployees at an average age of 27, that experience. turnover

rate. equal to T-2, and retirement. at age 62 (a situation

not unlike TELCO), one would find that after this company

matures it can expect to have an employee population with an

average age of 41.54, and an average past service of 14.54

years. If, instead, turnover rates equal to T-6 were

applied, the average age and .ervice of the population would

be· 38.80 and 11.80, respectively. Thi. theoretical

difference, between populations subject to T-6 and T-2, i.

actually Ie.. than the ob.erved difference. in age/.ervice

characteristics between TELCO and the non-TELCO firms (.ee

page 47 of the Goclwins aeport). While TELCO and the rest of

the GNP have different retirement patterns, it can be seen

fro. the table chat differences in average retirement ages

have only a minor impact on the basic result.

Finally, it should be noted that the sensitivity analysis

performed by Goclwins is more than sufficient to allow for

any potential understate..nt of TELCO's turnover rates. On
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page. 34 and 35 of the God1fins Report, it is shown that even

if the .... turnover rate. were used for both TELCO and the

re.t of the working population, the relative impact of SFAS

106 on GNP, compared to TELCO, would only increase from

28.3' to 34.6'. As noted on page 40 of the Godwins Report,

overall re.ult. are shown using values for this relative

impact, ranging fro. 17.8' to 44.5'.
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C. ACcuracy and lleliability of 1le.ult.

There were two objections raised with respect to the overall accuracy and

reliability of the Goc:lwins finding. that labor costs of non-LEC firms sponsoring

retiree medical plans will increase 3.19' a. a re.ult of SFAS 106.

AT&T Copt.ntion ­
(pp. 9 - 10)

'''POP'' -

-Th. r ••ult. of the Goc:lwinaStudy depend on the calculation
that the adoption of SFAS 106 will increa.e labor cost. by
3' for firms incurring OPD .xp.na... Th. 3' estimate is
deriv.d using nUJIerous factor., .ach subject to error as
not.d in Godwina' s.ction on senaitivity of r.sults (pp. 34­
43). Th. cUJIUlative impact of reasonable variations in each
factor renders the 3' e.timate susp.ct.-

It is precis.ly the .enaitivity analysis referred to by AT&T

that gives us great confidence in the robustnes. of the

bottom line r ••ult. In the .xtre..ly unlikely ev.nt that

the actual iucrea.e in labor costs is as high as 5'

(extremely unlikely, because such a result would r.quire

that virtually All of the factor. for which uncertainty

.xists' have b.en maximally understated)· then the total

amount of unr.cover.d SFAS 106 co.t. is reduced by a mere

12' (from 84.8' to 74.7' a••hOWD on page 41 of the Godwins

.eudy). Thus, there can be little doubt II to the solidity

of the re.ult., and the Commis.ion can be quite confident

that any uncertainty in the ba.ic result. of the actuarial

analy.iI will not have a .ignificant effect on the final

result.

3 See pp. 34-37 of die GodwiIIIIbIdy.

4 III r.ct. p.a care \WI ... to be~ ill Mtjnwtjn. thole f8cton to IIIIIU'e tbIt the iJIII*l
of SPAS 106 OIl GNP-PI \WI, if 1Il)'tbiJII. oventated. See. for eumple. die foIlowiDI ill die
GodwiDa Report:

• CalclIl.tjm of prefuDdiDa ..j.....t (pile 19)
• Buic BU IDIltbodoIoIY (pile 34)
• Averqe rean.a-a ... for DOIl-LECa (pile 35)
• DilcuuiOll of labor COIl~ Idj.....t <...- 36-37)
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Mel Cont.ntiQD ­
(Page 25)

"'Pon" -

"In no place within the study is th.re an attempt to verify
the co.t. of SFAS 106 to non-LEC firms."

"The 3.19' increase in labor costs to non-LEC firms
providing OPEl does not square with oth.r estimat•• of the
SFAS 106 co.ts..... This amount is only 40' of the
••timat•• by War.h.wsky (in Po.tr.tirement Health Benefit
PlaPl: co.ts and Liabiliti•• for Prtyate Employ.r., No. 76
Finance and Econo.ic. Discussion s.ries, Division of
a.••••rch and St.tistics, Division of Monetary Affairs,
F.deral a.•••rv. Bo.rd, W.shington, D.C., June 1989)."

MCl's cont.ntion is a gro•••i.r.pr•••ntation of the fact•.

It i. true that in the r.ferenc.d .rticle Warshawsky do.s

••timat. that, b.s.d on 1988 dat., the aggregate incr.ase in

r.tir•• medic.l expense due to the introduction of SFAS 106

would b. much higher than the 3.19' e.timat.d by Godwins.

How.v.r, despite the f.ct th.t W.rshawsky is a w.ll trained

econo.i.t and cle.rly undertook hi. re.earch in •

r ••ponsible lI&1Ul.r, MCI has utiliz.d the r.sult. of th.t

r ••••rch irr••ponsibly. Sp.cific.lly, the following must b.

not.d:

(1) W.r.h.wsky hias.lf now r.cogniz•• that his original

estimate was unre.listic.lly high, and h. ha•

• ignificantly r.duc.d this ••timat. in his .ost r.c.nt

analy.is.'

(2) Ev.n War.haw.ky's r.vi••d e.tiJlate is significantly

higher than other .ggreg.te e.tiJlat.s produc.d by the

GAa' and EIIlI' for the .... tille p.riod. D.spit. this,

S "1be UDCedaiD PromiIe of Reline HeI1da -fila.- .. AEI Pn8, 1992.

6 Oeaenl Accaomtiq Office. H1IImB~ DiviIioD. -Employee s-titl: ~'Rear.
HeI1th Liabilitiel I...arae, Adwace Fuadiq CoIdy, - JU1I8 1989, GAOIHRD-89-51.

7 Employee s-tit a-rdllDltitute. --.ad Treadl ill Reline Health IDIunDce Beaefits-. !slue
Brief No. 84, November 1988.
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MCl selected Warshawsky's earlier estimate and chose to

ignore both Warshawsky's revision and other lower

e.timate.. These other estimates are quite consistent

with the Godwins e.timate. and are fully encolllpa••ed by

the sensitivity analysis included in the Godwins

Report.

(3) War.hawsky's revised estimate i. itself too high

because his assumptions regarding plan provisions.

actuarial a••umptions, and deaographics were wrong.

The.e erroneous a••umptions are described in greater

detail below.

(4) E.t1ll.ate. produced by Warshaw.ky, a. well as the GAO

and DR.I, are all ba.ed on 1988 plan provisions. The

Godwins estimate is .ore accurate because it i. bas.d

on 1990 plan provi.ions, which are .ore up-to-date.

Each of these points is discus.ed in greater detail below.

(1) WarshllWslcy now recognizes that his origrn.l estimate was wrong.

In the material referr.d to by KCl, Warshaw.ky e.t1ll.ated that aggregate.
SFAS 106 co.t. in 1988 dollar. would have b••n $67.9 billion. whi1. ·pay-

as-you-go· co.ts were $14.5 billion. Thi. net increase in costs of $53.4

billion translate. to approx1ll.ately 6.82' of 1988 total cOlllpensatioDi for

cover.d .lIlploy•••• and dir.ctly corr••ponds to the Godwins estimate of

3.19'.

8 1988 Total Compem-tjm for U.S. WOIbn 'WI $2921.3 billica u IbowD ill die November, 1991
Survey of eun.t BvsiJwe em die GAO 1bIdy. 26.1" of 111 worbn are covered by p'-
subject to SPAS 106 (_ 21 of die GodwiDI Report). Therefore. IICCOI'CIiq to Wanbawlty,
Idditioaal SPAS 106 COIla are 53.4 + (2921.3 X .268) - 6.12" of COIIIp"'Mtiem.
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W.rsh.wsky now re.lizes th.t his e.rlier estimate w.s b.sed on an erroneous

de-.ogr.phic 1IULkeup of the tot.l covered population (for example, the ratio

of active employees to retirees used was 3.S to 1, which is far lower than

for the typical comp.ny'). In his recent book (The Uncertain Promise of

Retiree Health Benefits. the hEI Press 1992), W.rshawsky revises his

estimate of aggreg.te 1988 SFAS 106 accrued li.bility and expense downw.rd

by 25' and 12', respectively. In this new study, the aggregate estimate of

SFAS 106 expense beco... $58.9 billion, while ·p.y-•• -you-go· costs .re

reduced to $11.3 billion. Thus the net incre.se due to SFAS 106 of $47.6

bUlion now translates to an increase of 6. OS, of compensation. As shown

in itea (3) below, even thi. e.timate is unre.li.tic.lly high, due to the

incorrect assumptions that W.rshawsky relies on.

(2) W~sh~slcy's revised esCimaCe is significMlt1y higher than other estimates

of aggregate SFAS 106 costs.

Both the GAO and EBlll produc.d ••timat•• of SFAS 106 li.biliti•• , b••ed on

1988 data, that can b. dir.ctly comp.red to th.t produc.d by W.r.h.w.ky.

W.rshawsky's revised estimate of $332.1 billion is, in fact, 50' higher

than the GAO estimate of $221. 0 billion, and 34' high.r than EBRI' s

••timat. of $247.0 billion. tJhU. n.ither the GAO nor EBRI explicitly

c.lculat.d the increa.. in .ggregate annual exp.nse •• • result of SFAS

106, their liability e.timates translate to incre.ses of 4.05'- and 4.5)'U

of compens.tion, r ••p.ctiv.ly. Both of the.e v.lue••r. w.ll within the

r.ng. of v.lu.. used in the ••nsitivity analy.is performed by Godwins.

r.ge 41 of the Godwins Report .illustr.te. r ••ult••••Ulling the aggregate

inere... in co.t. due to SFAS 106 range froa 2' to 5' of tot.l coapensation

of cov.red employee.. Even.t the very high v.lue of 5' (high because this

9 See .... 47 of die GoclwiDI Report.

10 221 + 332.1 II 6.08" - 4.05

11 247 + 332.1 II 6.08" - 4.52
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value, in addition to being materially hlgher than both the GAO and EBRI

estimates, would also require that virtually all the factors outlined on

pages 34-37 of the Godwins Report to have been maximally underestimated),

the percentage of TELCO's SFAS 106 costs that are not recovered, through

the GNP-PI increase and wage rate reduction, is only reduced from 84.8\ to

74.7\.

(3) fin-shawslcy'. revised estimate ls too high due to incorrect .ssumptions.

In carefully reviewing the methodology employed by lIarshawsley, it becomes

quite clear why he arrives at aggregate cost estimates that are so much

higher than the GAO and the EBRI estimates, as well as the Godwins

estimate. Simply put, the methodology employed by lIarshawsley utilizes

assumptions regarding plan provisions, the demographic profile of the

covered population, and actuarial assumptions to be used by companies to

calculate SFAS 106 exp.nse, that are demonstrably wrong. Specifically, in

estimating the SFAS 106 accrued liability, lIarshawsley:

Aasumes a -r.asonably generous health plan with low deductibles and

co-payments- for ill companies (Pg. 92). A multitude of surveys (see,

for example, Health Care for Retired Employees by Betty KIlroy Stagg,

The Conference Board Research Bulletin No. 202, 1987) demonstrate that

this is simply not the c.... Many companies in fact provide quit~ a

bit less than -reasonably generous- benefits. u In fact, using data

not available to lIarshawsley. the Godwins BLI methodology was developed

to specifically isolate the variation of -generosity- among companies'

retir.e medical plans.

12 See...7 of die ee.fIlnace Baud report cited above ad pqe.9-11 of the Hewitt AmBet, 1990
Swyey of BetiI'M MedjsaJ BwfiIL
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u.Ulle. 1ifetiJle coverage for both the retiree and his spouse, for ill
cOllpanies. This is clearly unrealistic, and contradicted by the

Conference Board material referenced above. D

USUDeS all active ellp10yee. beco.e eligible for full benefits at age

55. This a1.0 is contradicted by the .tudie. referred to above."

U.UlleS aorta1ity at 83 QAKU rate. while .any cOllpanie. continue to

a.sUlle higher aortality rates.

Utilize. a l' .pread between the di.count rate and .edical trend rate

combined with a 4' per year aging factor.

U.Ulle. a retire..nt age of 62.5, in contra.t with the evidence of

average retire..nt age. between 63.5 and 64, a. shown on page 35 of

the Godwins Report.

Strong evidence that Var.hav.ky'. actuarial a••u.ptions a. to trend and

mortality re.ult in unreali.tically high SFAB 106 co.ts can be seen fro.

the fact that the LEC. used auch~ co.t as.u.ptions to calculate their

SFAS 106 costs. In fact, only 2 out of the 11 LEC. on who. data was

collected used the 83 GAM table for their SFAB 106 calculations, and the

average spread between the di.count rate and the ultimate trend rate for

the LECs' SFAB 106 calculations is 2.57'. Th18 18 particularly cOllpelling,

given the fact that the re.pondent. to the LECs' filings with the

Commission have indicated that they believe that the assumptions used by

the LECs overstate their SFAB 106 accrual•.

13 See pIpI 7-8 of abe CcmfenIIce BoIId report.

14 See pap 9 of abe Hewitt Aemci'tee lbIdy cited ia footDote 12 CD abe previous pap.

15 Tbe 1983 GAM IDDI'ta1ity tUIe iI abe IDDIt modem (lowell deIda .....) cumady...s for peUCD

VlluliOlll ia the Uaited Statee. While il wu pubIiIbed by abe Society of~ ia October, 1983,
illtill hal DOl .... uaivenally Idopted by tIII'Olled ICIuarieI for Ibeir pllPaa valualiOlll.
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In addition to the probl... cit.d above,-War.hawsky a1.0 assumes that the

demographic profU. of the entire cov.r.d population is a "r.a.onably

mature and stable group" which is "typical of many large companie•. " While

Warshawsky do.. not di.clos. the sp.cific age and s.rvice charact.ristics

of th15 group, bas.d on h15 stat.m.nts w. must assume that it 15 older and

has longer service than the av.rage cov.r.d group. (Note that the GAO

surv.yN r.ports that a v.ry significant nUllb.r of r.tire•••dical progr&118

are spon.or.d by compani•• with 1••• than 500 .mploy•••. ) By utilizing a

demographic profile of such ag./s.rvice charact.ristics, Warshaw.ky 15

undoubt.dly ov.r.tating aggr.gat. costs still furth.r.

(4) All t:hree est:1JAat:e. (5/arshMt.ky, GAO lind EBRI) are b.sed on out:-of-d.t:e

d.t:•.

Aft.r rej.cting Warshawsky'. est1llat. due to the serious probl... not.d

above, th.r. still remains the que.tion of why the GAO and EBRI .stimat.s

are both slightly high.r than the Godwins est1llat. of aggr.gat. SFAS 106

costs. Th. simple explanation for this is that retiree ..dical plans have

chang.d substantially. b.tween the t1ae the data was gath.r.d for the thr••

• stimat.s noted above (1988), and the t1ae period for which plan provision

data was collected for the Godwins study (1990). In fact. according to the

Hewitt Associat.s 1990 Survey of Retiree Kedical Benefits. 70' of all

surv.yed compani•• chang.d their retir••••dical plans in 1988 or 1~89.

Thus, the Godwins .st1ll&t. IlUSt be r.garded as aor. accurat. b.cause it

us.s .or. r.c.nt information.

16 a-u AccountjD, Of&ce. Employee Beaefitl, -&tIIII of CompaieI' Retiree IieUtb Covenae.­
GAOIHRJ).9().92. MII'da 1990.
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SECTION III -

gSPORSE to OB.lICTIOBS U06 'pmG IACIQICORQIIC AlW,YSIS

A. Kttbodo101Y and Choic. of lod.1

Mel and AT&T raise three que.tions about the choice of a IIUlcroeconomic model and

its use in estimating the impact of SFAS 106 on GNP-PI.

ICI Copt'DtiOD ­
(Page 31)

I,·poplt -

XCI Copt'Dtiop ­
(Page 32)

-Such a model, iD it. final form, is DothiDg more than a
.o_what advanced spr.adshe.t IIOdel. This cannot be
viewed a. aD obj.ctiv. foreca.tiDg tool, but rath.r a. a
..ans to l.gitiaiz. ov.rly simpli.tic calculations.-

By .calliDg the Godwins 1I0del a -.ollewhat advaDc.d

.pr.adsh••t 1I0del-, MCl lI.ans that the 1I0d.l is used to

p.rform -what if- .x.rci.... But a -what if- exerci•• i •

• xactly what i. r.quir.d to .tudy the 1IIpact OD GNP-PI of

the iDtroductioD of SFAS 106. To calculat. the

differ'Dtial 1IIpact of SFAS 106, we Deed to a.k -what

happens to the value of GNP-PI if SFAS 106 is iDtroduced.­

Any ,conomic lIod.1, eV'D a large-scale commercial

,coDolletric for.cuting IIOdel, would have to be put through

a -what if- .x.rcis. to deteraiD' the impact of SFAS 1~6.

Th. criticisll of the Godwins IIOdel for b.iDg used to

perform -what if- .xercise. i. unwarrant.d.

-USTA cODt.nds that th. IIOdel, whil. Dot beiDg useful for
for.cuting IIAcroecoDoaic activity, can .ollehow b. used for
for.cuting the differ'Dc.. iD IIAcro.coDollic activity
depending OD a .hift iD an .xogeDous variable (th.
IIUltiplicativ, term used to adjust labor co.t. for the
SFAS-106 impact•. )'" [footnote not r.p.ated here] Thi.
di.tinction 18 artificial- - if a IIOdel cannot b. r.lied UPOD
to foreca.t the int.ractions within the .conomy, how can it
b. utiliz.d to pr.dict the diff.r.nc.. due to so..
alteration to on. value within the IIOdel?-
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It·POD" - To appreciate the distinction that Mel asserts is

artificial, consider a simple example frolll outside the

rea1.ll of regulation or econolllics. Suppose you are planning

to take a 500-lIlile trip by car and you are concerned about

how long the drive will take. The length of tillle will

depend on the weather, road constructions along the way,

traffic, accident. along the way, whether your car haa

Mchanical trouble, and so on. Owing to the various

unpredictable factors, any foreca.t of the duration of the

trip ....y well be in error by an hour or 1Il0re.

Now suppose that in planning your trip you want to know how

laUCh driving tiM you can save by packing lunch to eat

while driving. If lunch at a fast food restaurant takes

about half an hour, you estimate that packing lunch saves

about half an hour. This informed gue.s can be llade

without having to (1) predict the overall duration of a

trip that includes stopping for lunch; and (2) predict the

overall duration of a trip that does not include stopping

for lunch. You can avoid all of the complicating factors

involved in trying to predict the overall duration of the

trip. The prediction of the effect on duration of stopping

for lunch lIlay not be exactly right. (Indeed if you p~ck

lunch rather than stop for lunch, you will never know 1f

your prediction was right.) However, the forecast error of

the effect of stopping for lunch is likely to be much

..-ller than the forecast error for the overall duration of

the trip.

This eX&llple illustrate. that when estiaating the effect on

a variable caused by a particular event, it is not

necessary to forecast the actual value of that variable.

The Godwins model calculates the effect of SFAS 106 on

GNP-PI without having to forecast the actual level of

GNP-PI.
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ATiT CODt.ntiOD ­
(Page 10)

""PODle -

"S.cond, Godwins off.rs no m.thodology to te.t th. validity
of th. macroeconomic model'. re.u1t•... lf th. modi1
paraa.ter. and equations do not adequately de.cribe real
world data, then any predictions it give. are of little
valu•. "

These comment. rai.e two .eparate que.tions: (l) do the

model'. parameters and .quationa adequately describ. real

world data? and (2) how can on. te.t the validity of the

IIOdel's r.sult. about the illpact of the introduction of

SFAS 106? In answ.r to the fir.t qu••tion, the IIOde1's key

param.t.r. do d.scrib. r.al world data. Th. inputs to the

modll consi.t of 6 numerical paraaeter.. Two paraa.ters

measure the share of labor cost in total cost, and the

bas.lin. value. of th••e parameters were cho••n to match

the actual .har. of labor co.t in total co.t in the Unit.d

State.. One paramet.r .a.ure. the .hare of private .ector

.-ployment cov.red by SFAS 106 benefit., and the value of

chi. paraa.t.r wa. cho••n to r.fl.ct chI fact that of the

95.8 million private ••ctor employ.e., 30.7 million are

eligible to have a portion of their medical costs in

retirement met by their .mployer's .dical plan, subject to

SFAS 106. A fourth param.ter ....ur•• the p.rc.ntag. by

which SFAS 106 dir.ctly incr•••e. th. labor co.t. ~ of

IIIployer. that off.r po.t-r.tire..nt ..dic.l b.n.fit.. Th.

bas.line value for this p.ramet.r w•• bued on the

.xtenaive .ctuarial .tudy in the Godwina Rtport. A fifth

parameter i. th. wage .la.ticity of l.bor supply, and a.

di.cus.ed on page 30 of the GodwiD8 lleport, the value of

chis elasticity wa. bas.d on • published S\DIAry. by Mark

I.. Killing.worth, of the .xt.nsive .conometric literature

on the elasticity of labor supply. A sixth paramet.r, the

pric. .la.ticity of demand. w.. not bas.d dir.ctly on •

• p.cific s.t of data or • .p.cific s.t of .conometric

studies. Howev.r, .conometric studies of dellUlDd for

various goods t.nd to find price .laaticiti•• on the order
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of one, or smaller. (For-example, on page 16 of its report

submitted in opposition to the direct case., ErI cites a

price elasticity of deaand of 0.723 for interstate switched

acce.s, in a study by J. Gatto et. al. of AT&T.)

Experimentation with the model revealed that (1) the

results of the model are not very sensitive to the price

ela.ticity of deaand; and (2) higher values of the price

elasticity of demand tend to increa.e the calculated impact

of SFAS 106 on GNP-PI. To guard against understating the

impact on GNP-PI of the introduction of SFAS 106, it wa.

decided to use a value for this par_ter that likely

overstates the true value, 80 a value of 1.5 was used in

the baseline case, as explained on page 29 of the Godwins

Report.

The .econd question, which concern. testing the model's

results about the impact of SFAS 106, is a conceptual

question that would confront Am model, not just the

Godwins model. used to est1Jlate the irlpact of SFAS 106 on

GNP-PI. M AT&T points out on page 10, Wthere is no way to

independently verify by observation the true change in

GNP-PI due to SFAS 106 even after SFAS 106 goes into

effect.· This quoted sentence is correct, but notice that

this .entence 18 independent of the choice of a model. M

explained in the Kay t 1992 Godwins Re.ponse to Paragraph 16

of the FCC Ordarof Investigation and. Suspension (p. 7), it

is impossible to directly observe the impact of SFAS 106 on

GNP-PI, even after the fact, because we have no way to

directly observe what GNP-PI would Mve been in the absence

of SFAS 106. This probl_ is faced by predicted changes

b..ed on econometric models as well as changes ba.ed on

quantitative clas.ical general equilibriua models, .uch a.

the one used in the Godwins Report.
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AT&T (p. 10) goes on to point out that "standard economic

practice is to perform tests whenever a model is based on

estimates to see how closely the model mirrors actual

data." For example, large-scale commercial econometric

forecasting models are designed to forecast the values of

various macroeconomic variables. Then the actual values of

these variables are compared to the values forecasted by

the IIOdel, and the difference between the actual and

forecasted values is called the forecast error.

Statistical properties of forecast errors, such as the root

_an square error or the mean absolute forecast error, are

then calculated. Although this statistical analysis of

forecases is commonly applied Co large-scale econometric

models, one should not be misled into thinking that these

analyses can test the validity of a IIOdel's prediction

about a change in a macroeconomic variable (such as

GNP-PI), when so.. aspece of the IIOdel is changed (such as

the introduction of SFAS 106). Statistical properties of

forecast errors can be used to test ehe accuracy of

conditignal foreca.ts·', but do not address the question of

the IIOdel' s accuracy when predicting the effects of a

change in the model's inputs.

Ve are faced with a choice between a quantitative cla.sical

general equilibriUli model of the sort used in the Godwins

Report and a large-scale cOllllercial econometric foreca.ting

IIOdel. Neither type of model has been te.ted for the

validity of the predicted macroeconomic effects resulting

from the introduction of SFAS 106. Both types of IIOdels

17 Coaditiaaal forecuaI 1118 ,-mwd fuaure val.. of varioua iDpuaI to the model, IIId thus are
-CCDlitioaal- «Xl IbeIe ,spuned fuaure val...
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